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Industry Developments — 1995/96
Industry and Economic Developments
The high-technology industry, though not precisely defined, is gen­
erally considered to include those companies employing scientific 
theories and applications to develop new products that significantly 
enhance productivity. High-technology companies are those involved 
in fields such as computer hardware and software, telecommunication 
activities, robotics, biotechnology, electronics, medical technology, and 
the like.
The high-technology industry continues to be one of the fastest 
growing segments of the U.S. economy. Since the beginning of the bull 
market in 1990, the Standard & Poor's 500 stock index has shown an 
overall return of 112 percent. By comparison, an index for 100 high- 
technology companies showed a 300 percent gain over the same pe­
riod. The increase in high-technology stock prices has generally been a 
function of the industry's rapid and sustained sales and earnings 
growth.
Fueling this growth are the efforts by many businesses to maintain 
or increase their competitive edge through the implementation of the 
latest technological advances. Huge amounts of human and financial 
capital are being invested by businesses as they build technological 
infrastructures using computers and telecommunications equipment. 
And, even when businesses attempt to reduce costs by downsizing, 
high-technology companies still benefit since their products, which 
tend to enhance efficiency and increase productivity, are considered 
essential investments. Given such strong demand, analysts expect con­
tinued and substantial growth for the high-technology industry during 
1995 and well beyond.
The technology sector has virtually dominated the initial public of­
fering (IPO) market during 1995. By midyear, over fifty technology 
IPOs were completed. Almost 90 percent of those were eventually trad­
ing above their offering prices. Expectations of industry growth are so 
high that one recent IPO of a small software company, with one prod­
uct line and no profits to date, generated a market value of more than 
$2 billion. However, auditors should keep in mind that while many, if 
not most, high-technology companies are thriving, some do struggle - 
and others will fail. Accordingly, auditors should not assume that fa­
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vorable industry trends guarantee that all high-technology ventures 
will be successful. Factors such as short product life cycles due to rapid 
obsolescence, global competition, "price war" strategies adopted to in­
crease market share, ineffective marketing and management policies 
adopted by technically oriented entrepreneurs may work to offset, or 
negate, the effect of existing trends. The auditor's assessment of risk, 
while giving consideration to current trends, should be tempered by 
those unique factors directly affecting the entity being audited.
Mergers and acquisitions have been prevalent within the high-tech­
nology industry during 1995 and perhaps most prominent in the com­
puter software segment. Software companies have pursued business 
combinations in order to expand existing product lines, develop econo­
mies of scale, acquire new product lines, eliminate competition 
through acquisition, and so forth. And, although one celebrated acqui­
sition attempted by a major software company was challenged by the 
U.S. Justice Department, analysts expect the trend of mergers and ac­
quisitions to continue and to spread to other segments of the high-tech­
nology industry. Some of the significant business combination issues 
to which auditors should be alert are discussed in the "Audit Issues 
and Developments" section under "Allocation of Purchase Price in 
'Purchase' Business Combinations" and in the "Accounting Issues and 
Developments" section under "Restructurings" of this Audit Risk 
Alert.
Industry Profile
The high-technology industry consists of companies that range in 
size and age from small development stage enterprises (refer to Finan­
cial Accounting Standards Board [FASB] Statement No. 7, Accounting 
and Reporting by Development Stage Enterprises [FASB, Current Text, vol. 
2, sec. De4], for relevant accounting guidance) to some of the largest 
corporations in the world. Development stage enterprises present 
auditors with unique risks. In developing an audit strategy, assessing 
risk, and designing substantive procedures, auditors should consider 
factors such as the entity's:
• Dependence on a limited product line or service.
• Dependence on a limited number of suppliers, customers, or fi­
nancing sources.
• Credit arrangements imposing restrictive financial covenants or 
requirements to achieve "target" operating results.
• Related-party sales or purchase or leasing transactions.
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See further discussion under "Control Environment" in the "Audit 
Issues and Developments" section of this Audit Risk Alert.
The business environment of high-technology enterprises is highly 
competitive and often characterized by efforts to improve performance 
through research and development (R&D) to meet market demands 
for new products. Most high-technology enterprises are involved in 
R&D programs to keep pace with a rapidly changing technological 
environment. Auditors should consider the risks inherent in R&D as 
they assess overall audit risk. Authoritative guidance on accounting 
for R&D costs is set forth in FASB Statement No. 2, Accounting for Re­
search and Development Costs (FASB, Current Text, vol. 1, sec. R50). FASB 
Statement No. 2 requires that R&D costs be charged to expense as in­
curred. Examples of activities that typically would be included in R&D 
are outlined in FASB Statement No. 2, paragraph 9. FASB Statement 
No. 2, paragraph 10, also cites examples of activities that typically 
would be excluded from R&D. Auditors of high-technology enter­
prises should be familiar with the requirements of FASB Statement No. 
2 and should carefully consider the adequacy of evidential matter 
available to substantiate the amount and propriety of any deferred 
costs.
Products introduced by high-technology enterprises are vulnerable 
to rapid obsolescence due to scientific advances and intense competi­
tive pressures. As a result, concerns about economic obsolescence and 
asset impairment may present significant auditing and financial re­
porting issues for high-technology enterprises. Auditors should be 
aware that the recoverability of asset values is often a significant area 
of audit risk. Further, related discussions can be found in the "Audit 
Issues and Developments" section under "Inventory Obsolescence" 
and in the "Accounting Issues and Developments" section under "Im­
pairment of Long-Lived Assets" of this Audit Risk Alert.
Legislative Developments
Currently under consideration in Congress is a telecommunications 
deregulation bill that, if enacted, would radically transform many tele­
phone companies by allowing them to move into new technology mar­
kets (for example, videoconferencing, cable television systems, etc.). 
This will likely increase competitive pressures and lower prices (and 
therefore revenues) in some segments of the high-technology industry. 
An increase in the level of merger and acquisition activities is also 
likely as larger telephone companies seek quick access into new high- 
technology markets. Auditors should consider the effects of such legis­
lation, when finalized, on their high-technology clients.
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Audit Issues and Developments
Revenue Recognition
There have been a number of recent prominent audit failures related 
to the area of revenue recognition. Alleged inappropriate revenue rec­
ognition has become one of the major issues facing auditors in recent 
litigation. Entities in the high-technology industry have been particu­
larly susceptible to revenue recognition problems. As such, auditors 
should be aware that the consideration of this area warrants special 
attention in the current year. Auditors should exercise professional 
skepticism in this area by being alert to possible warning signs such 
as—
• Material, unusual, or significant year end transactions.
• Past due accounts receivable.
• Sales subject to further performance by the selling entity, their cus­
tomer, or a third party.
Some specific circumstances to consider are described in the following 
paragraphs.
Products offered by high-technology enterprises are by their nature 
innovative and their performances frequently are unproven. Similarly, 
customers may have unjustified expectations of a product's capabili­
ties. As a result, sales agreements entered into by such enterprises may 
include provisions for customer approval, cancellation options, return 
privileges, or price protection. FASB Statement No. 48, Revenue Recog­
nition When Right o f Return Exists (FASB, Current Text, vol. 1, sec. R75), 
provides accounting guidance that may be helpful in evaluating a 
high-technology enterprise's revenue recognition policies. In such cir­
cumstances, auditors should carefully evaluate the entity's revenue 
recognition policies and procedures. Auditors should obtain an under­
standing of contractual relationships with customers and pay particu­
larly close attention to nonstandard clauses that may alter the 
economic substance of otherwise standard transactions.
Auditors should also consider the possible existence of "side-agree­
ments" that contain additional terms or conditions that may affect the 
timing of revenue recognition. The use of such side-agreements has 
been especially prevalent in the computer hardware and software seg­
ment of the high-technology industry. Side-agreements may create ob­
ligations or contingencies relating to financing arrangements or to 
product installation or customization. Typically, very few individuals 
within an entity are aware of the use of side-agreements. Therefore, it 
may be difficult for auditors to uncover their existence. Management 
representations and other standard audit procedures may not be ade­
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quate in these circumstances. When there is a significant risk that un­
disclosed side-agreements exist, the auditor should consider confirm­
ing, directly with the contract signer, relevant contract terms to obtain 
assurance from the entity's customer that side-agreements do not exist. 
Since, in this circumstance, it is difficult to perform alternative proce­
dures on non-replies, auditors should make every effort to obtain re­
sponses to these special confirmations.
The Securities and Exchange Commission's (SEC's) Accounting and 
Auditing Enforcement Releases (AAERs) have addressed revenue rec­
ognition by high-technology enterprises. The problem areas noted in­
clude—
• Sales recorded before customer acceptance of a product—that is, 
before the risks and rewards of ownership are passed to the buyer 
(see AAERs 40, 44, 5 8 , 125, 213, 646, and 647).
• Bill and hold or ship in place sales. Revenue associated with such 
agreements qualifies for recognition only in unique and controlled 
circumstances (see AAERs 4 7 , 108, 196, and 215).
• Recorded sales in which the seller has continuing involvement or 
that are subject to a significant future contingency (see AAERs 40, 
78, 8 6 , 145, 303, 646, and 647).
Auditors should be alert to those high risk circumstances in which an 
entity may prematurely recognize revenue.
Revenue recognition issues may arise with regard to the sale of com­
puter software. High-technology enterprises may sell software by 
means of a license for its use. The completion of the earnings process 
in such licensing transactions may vary depending on whether the 
software is modified to meet customer specifications or whether sig­
nificant installation support is necessary. Additionally, customer ac­
ceptance may be uncertain, and sales agreements may provide for 
extended payment terms, trial periods, or liberal termination features.
AICPA Statement of Position (SOP) 91-1, Software Revenue Recogni­
tion, provides guidance on revenue recognition for the licensing, sell­
ing, leasing, or marketing of computer software. Applying the 
provisions of SOP 91-1 may require considerable judgment; therefore, 
auditors should obtain an understanding of the provisions of contracts 
with customers, particularly those with unique or unusual terms and 
conditions. Auditors should assess any nonstandard terms and con­
sider their effect on accounting for revenue associated with a transac­
tion. Auditors should also be alert to the revenue recognition 
implications of transactions with cancellation privileges, exchange 
rights, and deferred payment terms, all of which are discussed in SOP 
91-1.
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Transferring product rights through licensing or royalty arrange­
ments is common among high-technology enterprises. Auditors 
should consider the existence of any such arrangements, understand 
the products and related services being sold, and consider whether all 
products or processes involving licensing or royalty payments are be­
ing properly identified and controlled.
Entities in the computer industry, and other segments of the high- 
technology industry, may sell products that include a combination of 
product maintenance and customer support contracts, or they may 
separately sell maintenance and customer support contracts or con­
sulting services. SEC rules require that publicly held companies dis­
close revenue from such activities, if significant, on the face of the 
income statement. Specifically, Rule 5-03(b)(l) and (2) of Regulation 
S-X requires separate reporting of tangible product sales, operating 
revenues, income from rentals, revenues from services, and other reve­
nues if that category exceeds 10 percent of total revenues. The rule also 
requires separate reporting of costs and expenses for each line item 
reported for sales and revenues. Auditors of the financial statements of 
publicly held high-technology enterprises should be familiar with Rule 
5-03(b)(1) and (2) of Regulation S-X and carefully consider the ade­
quacy of the required disclosures.
Auditors should consider whether uncertainties associated with 
revenue recognition have implications for other audit areas as well. For 
example, the collectibility of receivables may be affected by customers' 
perceptions of product performance and by support and maintenance 
expectations.
Allocation of Purchase Price in "Purchase" Business 
Combinations
When a business combination involving a high-technology enter­
prise is accounted for using purchase accounting, a portion of the pur­
chase price may be allocated to R&D in process. Generally accepted 
accounting principles require that a portion of the purchase price be 
immediately written off for R&D that did not have an alternative fu­
ture use. In recent years, a number of high-technology enterprises, spe­
cifically software companies, have reported business combinations in 
which a substantial portion of the purchase price was allocated to soft­
ware that was to be used in R&D projects. The amounts allocated to 
software were immediately expensed in accordance with FASB Inter­
pretation No. 4, Applicability of FASB Statement No. 2 to Business Combi­
nations Accounted for by the Purchase Method (FASB, Current Text, vol. 1, 
sec. B50).
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Given expectations of increased merger and acquisition activity dur­
ing 1995, there is a greater likelihood that high-technology enterprises 
may be involved in business combinations. In such circumstances, 
auditors should consider whether there is adequate evidential matter 
regarding the reasonableness of purchase price allocations to the assets 
acquired and for the valuation of the acquired software or other tech­
nology to be used in R&D. Auditors need to be sensitive to indications 
that clients may be overly aggressive in assigning value to R&D, 
thereby writing off a substantial part of the purchase price as an "un­
usual" item and enhancing future operating income. It should also be 
noted that purchased R&D should be a separately identified and val­
ued amount. Its assigned value should not be the residual remaining 
after the cost of an acquired entity has been assigned to the acquired 
entity's net assets.
Auditors should also consider the nature and stage of development 
of the software acquired, as well as its expected use by the acquirer, 
when evaluating the appropriateness of management's allocation. The 
purchase price allocated to software acquired as part of a business 
combination, for which the acquirer has met the technological feasibil­
ity criteria of FASB Statement No. 86, Accounting for the Costs o f Com­
puter Software to Be Sold, Leased, or Otherwise Marketed (FASB, Current 
Text, vol. 2, sec. Co2), and that no longer is considered to be in the R&D 
stage, should not be immediately expensed.
Companies should have appropriate documentation to support their 
accounting by reference to appraisals, replacement cost studies, and 
other supporting data. Auditors should evaluate the evidential matter 
supporting these transactions as they assess the propriety of the ac­
counting treatment and the adequacy of related financial statement 
disclosures.
Control Environment
Current favorable market conditions for high-technology products 
and services, driven by strong demand, have attracted many new en­
trepreneurs into the industry. As a result, many high-technology enti­
ties are young, development stage enterprises or have a number of 
traits that are similar to those often found in such enterprises. The 
internal control structures of these companies often include unique 
characteristics that may affect an auditor's assessment of control risk. 
Characteristics that may increase control risk include the following:
• High-technology enterprises may experience rapid growth due to 
current strong product demand. This may place a strain on exist-
11
ing accounting, reporting, and control functions, thus increasing 
the likelihood of errors.
• Many high-technology companies are relatively small and fre­
quently closely held. In such entities, the entire accounting func­
tion may be the responsibility of one or a few employees and thus 
lacking in adequate segregation of duties. In addition, owners or 
managers often have the authority to override prescribed control 
procedures.
• Owners and managers of high-technology companies frequently 
are entrepreneurs who may be more likely to give priority to R&D 
functions over accounting systems and related control procedures. 
As a result, control, accounting, and financial reporting functions 
may receive less support and attention than might be warranted.
• Although the owners and managers of most small high-technol­
ogy companies are capable in areas such as manufacturing, mar­
keting, research, and sales, others may not be as well versed in 
matters of accounting, finance, and administration.
• The limited resources of some high-technology companies may 
engender informal accounting systems with inadequate control 
procedures.
If the internal control structure of a high-technology company in­
cludes the above characteristics, control risk might be assessed as high. 
Auditors should adjust the scope of their audits accordingly, and 
should document the understanding of the entity's internal control 
structure as required by AICPA Statement on Auditing Standards 
(SAS) No. 55, Consideration o f the Internal Control Structure in a Financial 
Statement Audit (AICPA, Professional Standards, vol. 1, AU sec. 319). If 
that understanding reveals that the oversight function is weak, there is 
increased risk that material errors and irregularities will result in mis­
statements in the financial statements, and reportable conditions, as 
defined in SAS No. 60, Communication o f Internal Control Structure Re­
lated Matters Noted in an Audit (AICPA, Professional Standards, vol. 1, AU 
sec. 325), may exist.
Research and Development Arrangements
As a result of their need to fund substantial amounts of R&D costs, 
high-technology enterprises frequently enter into a variety of legal ar­
rangements that may include debt and equity interests as well as con­
tracts to provide R&D services for others. FASB Statement No. 68, 
Research and Development Arrangements (FASB, Current Text, vol. 1, sec. 
R55), specifies how companies should account for their obligations un­
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der arrangements for the funding of R&D for others. Auditors of high- 
technology enterprises should obtain an understanding of the facts and 
circumstances surrounding such arrangements, including the relation­
ships among the parties involved, and consider the propriety of their 
clients' accounting for such arrangements in light of that under­
standing.
Loans or Advances to Other Parties. R&D arrangements sometimes 
call for extending loans or advances to another party. FASB Statement 
No. 68 states "If repayment to the enterprise of any loan or advance by 
the enterprise to the other parties depends solely on the results of the 
[R&D] having future economic benefit, the loan or advance shall be 
accounted for as costs incurred by the enterprise. The costs shall be 
charged to [R&D] expense unless the loan or advance to the other par­
ties can be identified as relating to some other activity, for example, 
marketing or advertising, in which case the costs shall be accounted for 
according to their nature." Auditors should consider the propriety of 
their clients' accounting for such loans.
Issuance o f  Warrants or Similar Instruments. R&D arrangements some­
times also involve the issuance of warrants or similar instruments. 
FASB Statement No. 68 requires that the portion of the proceeds 
representing fair value of such instruments at the date of the arrange­
ment be reported as paid-in capital rather than as revenue. Auditors 
should be alert to the issuance of warrants and similar instruments in 
connection with such arrangements and evaluate carefully their cli­
ents' accounting, particularly the determination of the amount of the 
proceeds deemed to represent fair value and allocable to paid-in capi­
tal.
Obligation is a Liability to Repay Other Parties. FASB Statement No. 
68 specifies that the enterprises must determine whether they are obli­
gated only to perform contractual R&D for others, or whether they are 
otherwise obligated. To the extent the enterprises are obligated to re­
pay the other parties regardless of the outcome of the R&D, they 
should record liabilities and expense R&D costs as incurred. To con­
clude that a liability to repay the other party does not exist, the transfer 
of risk related to the R&D must be substantive and genuine. FASB 
Statement No. 68 and SEC Staff Accounting Bulletin (SAB) No. 63 
(Topic 50 ), Research and Development Arrangements, provide further 
guidance on assessing whether such risk transfers have occurred and 
provide examples of conditions leading to the presumption that the 
enterprise will repay the other party, whether contractually obligated 
to or not.
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As part of the overall effort to reduce the budget deficit, federal 
grants to the academic and scientific communities, earmarked for 
R&D, may be reduced or eliminated. The impact of such legislation on 
the operations of high-technology enterprises may be beneficial or det­
rimental, depending on the type of R&D arrangement in which the 
company is involved. If, for example, a high-technology audit client 
contracts for others to perform R&D, a reduction in federal subsidies 
may increase the costs of such contracts to the client. Conversely, if the 
client provides R&D to others, such reductions could drive up the cli­
ent's R&D related revenue. Auditors should be aware of the final pro­
visions of such legislation and its impact on the entity being audited.
Inventory Obsolescence
Given the speed of technological advances and the highly competi­
tive environment of the high-technology industry, rapid inventory ob­
solescence is common. Products are often susceptible to frequent 
changes intended to upgrade their performance. Product life cycles are 
typically short and competitive products with superior price and per­
formance can quickly enter the marketplace. In such an environment, 
auditors should consider whether the value at which inventories are 
carried is appropriate. Auditors may find that increased use of quanti­
tative analyses can be an efficient and effective way to ascertain 
whether inventory amounts and trends make sense. Factors that 
should be considered include expected future demand for the product 
and anticipated technological advancements that render existing in­
ventories obsolete. Auditors may use sales forecasts prepared by man­
agement in making inventory obsolescence evaluations and reviewing 
inventory listings for completeness and accuracy.
Environmental Issues
Environmental remediation liability laws, written at all levels of gov­
ernment, have exposed high-technology enterprises to an increased 
vulnerability to environmental claims. The Resource, Conservation 
and Recovery Act, Superfund, along with various clean air and water 
acts, may be used to hold high-technology enterprises liable for the 
remediation of environmental contamination. Superfund, for example, 
legally empowers the U.S. Environmental Protection Agency to seek 
recovery from current and previous owners or operators of a particular 
contaminated site, or anyone who generated or transported hazardous 
substances to such a site. The use of toxic or hazardous materials in 
manufacturing processes or by-products released into the environ­
ment may create environmental cleanup issues.
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The accounting literature applicable to accounting for environ­
mental remediation liabilities includes FASB Statement No. 5, Account­
ing for  Contingencies (FASB, Current Text, vol. 1, sec. C59), FASB 
Interpretation No. 14, Reasonable Estimation o f the Amount o f a Loss 
(FASB, Current Text, vol. 1, sec. C59), and FASB Interpretation No. 39, 
Offsetting o f Amounts Related to Certain Contracts (FASB, Current Text, 
vol. 1, sec. B10). In addition, guidance is included in the consensuses 
reached by the Emerging Issues Task Force (EITF) of the FASB in EITF 
Issue No. 89-13, Accounting for the Cost o f Asbestos Removal, Issue No. 
90-8, Capitalization o f Costs to Treat Environmental Contamination, and 
Issue No. 93-5, Accounting for Environmental Liabilities.
Auditors of publicly held high-technology enterprises should be 
aware of SEC SAB No. 92, Accounting and Disclosures Relating to Loss 
Contingencies. The SAB provides the SEC staff's interpretation of cur­
rent accounting literature related to the following:
• The inappropriateness of offsetting probable recoveries against 
probable contingent liabilities.
• Recognition of liabilities for costs apportioned to other potential 
responsible parties.
• Uncertainties in the estimation of the extent of environmental li­
abilities.
• The appropriate discount rate for environmental liabilities, if dis­
counting is appropriate.
• Financial statement disclosures of exit costs and other items and 
disclosure of certain information outside the basic financial state­
ments.
Audit Risk Alert—1995/96 contains further discussion of issues relat­
ing to environmental remediation matters. Also, refer to the "Account­
ing Issues and Developments" section of this Audit Risk Alert for 
information on AICPA Exposure Draft: Proposed Statement o f Position on 
Environmental Remediation Liabilities.
Elimination of Uncertainty Reporting
The AICPA's Auditing Standards Board (ASB) has issued an expo­
sure draft of a proposed SAS, Amendment to Statement on Auditing 
Standards No. 58, Reports on Audited Financial Statements, that would 
eliminate the requirement that, when certain criteria are met, the audi­
tor add an uncertainties explanatory paragraph to the auditor's report.
The amendment would also expand the guidance in paragraph 37 of 
SAS No. 58, Reports on Audited Financial Statements (AICPA, Professional
15
Standards, vol. 1, AU sec. 508), to indicate that "unusually important 
risks or uncertainties associated with contingencies, significant esti­
mates, or concentrations" are matters that auditors may wish to em­
phasize in their reports. The amendment retains the option allowing 
auditors to disclaim an opinion on financial statements due to uncer­
tainties.
The proposal does not affect the provisions of SAS No. 59, The Auditor's 
Consideration o f  an Entity's Ability to Continue as a Going Concern 
(AICPA, Professional Standards, vol. 1, AU sec. 341), which requires that 
the auditor add an explanatory paragraph to the auditor's report when 
there is substantial doubt about the entity's ability to continue as a 
going concern.
Auditors of the financial statements of high-technology entities may 
consider it necessary to add an uncertainty explanatory paragraph to 
their reports when, for example, management's inability to make a rea­
sonable estimate of the provision for product warranties raises ques­
tions about the appropriateness of the accounting principles used. If 
the proposed SAS is issued in final form, that requirement will be 
eliminated. Nonetheless, auditors reporting on financial statements 
that include such a circumstance may wish to emphasize that fact by 
adding an emphasis-of-a-matter paragraph to their reports. Such para­
graphs, however, are optional and are added solely at the auditor's 
discretion.
The ASB hopes to finalize this SAS late this year and to issue an SAS 
that would be effective for reports issued on or after June 30, 1996. 
Comments on the proposed SAS were due on October 2 0 , 1995.
Accounting Issues and Developments
Stock-Based Compensation
Because many high-technology enterprises in the development stage 
need to conserve their financial resources, they often use stock options 
and warrants to compensate key employees.
In October 1995, the FASB issued Statement No. 123, Accounting for  
Stock-Based Compensation. The Statement encourages companies to 
adopt a new fair value based method of accounting for employee stock 
compensation plans. However, it also allows companies to continue to 
measure compensation cost for such plans using the intrinsic value 
based method of accounting prescribed by Accounting Principles 
Board (APB) Opinion No. 25, Accounting for Stock Issued to Employees 
(FASB, Current Text, vol. 1, sec. C47).
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The Statement also requires certain disclosures about stock-based 
employee compensation arrangements regardless of the method used 
to account for them. Companies that do not adopt the new fair value 
based method of accounting are required to make pro forma disclo­
sures of net income and, if presented, earnings per share, determined 
as if the company had applied the new method.
The accounting requirements of FASB Statement No. 123 are effec­
tive for transactions entered into in fiscal years that begin after Decem­
ber 15, 1995, though they may be adopted on issuance of the Statement. 
The disclosure requirements of the Statement are effective for financial 
statements for fiscal years beginning after December 15 , 1995, or for an 
earlier fiscal year for which the Statement is initially adopted for recog­
nizing compensation cost. Pro forma disclosures required for entities 
that elect to continue to measure compensation cost using APB Opin­
ion No. 25 must include the effects of all awards granted in fiscal years 
that begin after December 15, 1994. Pro forma disclosures for awards 
granted in the first fiscal year beginning after December 15 , 1994, need 
not be included in financial statements for that fiscal year but should be 
presented subsequently whenever financial statements for that year 
are presented for comparative purposes with financial statements for a 
later fiscal year.
Auditors of high-technology enterprises that issue options and war­
rants to their employees should consider carefully whether the ac­
counting principles for stock-based compensation plans have been 
properly applied, whether documentation supporting the values used 
for stock or options granted is sufficient, and whether financial state­
ment disclosures are adequate.
Impairment of Long-Lived Assets
In March 1995, the FASB issued Statement No. 121, Accounting for the 
Impairment o f Long-Lived Assets and for Long-Lived Assets to Be Disposed 
Of (FASB, Current Text, vol. 1, sec. I08). FASB Statement No. 121 estab­
lishes accounting standards for the impairment of long-lived assets, 
certain identifiable intangibles, and goodwill related to those assets to 
be held and used, and for long-lived assets and certain identifiable 
intangibles to be disposed of. The Statement requires that long-lived 
assets and certain identifiable intangibles to be held and used by an 
entity be reviewed for impairment whenever events or changes in cir­
cumstances indicate that the carrying amount of an asset may not be 
recoverable. In performing the review for recoverability, the Statement 
requires that the entity estimate the future cash flows expected to result 
from the use of the asset and its eventual disposition. If the sum of the
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expected future cash flows (undiscounted and without interest char­
ges) is less than the carrying amount of the asset, an impairment loss is 
recognized. Otherwise, an impairment loss is not recognized. Measure­
ment of an impairment loss for long-lived assets and identifiable intan­
gibles that an entity expects to hold and use should be based on the fair 
value of the asset. (The fair value of an asset is the amount at which that 
asset could be bought or sold in a current transaction between willing 
parties.)
The Statement also requires that long-lived assets and certain identi­
fiable intangibles to be disposed of be reported at the lower of carrying 
amount or fair value less cost to sell, except for assets covered by APB 
Opinion No. 30, Reporting the Results o f Operations—Reporting the Effects 
o f Disposal o f a Segment o f a Business, and Extraordinary, Unusual and 
Infrequently Occurring Events and Transactions (FASB, Current Text, vol. 
1, sec. I13). Assets covered by APB Opinion No. 30 will continue to be 
reported at the lower of the carrying amount or the net realizable 
value.
The Statement is effective for financial statements for fiscal years 
beginning after December 15, 1995. Restatement of previously issued 
financial statements is not permitted by the Statement. The Statement 
requires that impairment losses resulting from its application be re­
ported in the period in which the recognition criteria are first applied 
and met. The Statement requires that initial application of its provi­
sions to assets that are being held for disposal at the date of adoption 
should be reported as the cumulative effect of a change in accounting 
principle.
As previously discussed, high-technology products are susceptible 
to rapid obsolescence. Long-lived assets used by enterprises involved 
in the manufacture of such products may require significant retooling 
to retain their usefulness. In some cases these assets may not lend 
themselves to modification and could be rendered obsolete as well. 
Additionally, the anticipated passage of a telecommunications deregu­
lation bill this year should spur merger and acquisition activity. The 
elimination of duplicate functions, which typically accompany a 
merger or acquisition, may affect the carrying amount of certain assets. 
In these instances, the carrying amounts of recorded assets may not be 
recoverable and the provisions of FASB Statement No. 121 may need to 
be applied.
In considering a high-technology entity's implementation of FASB 
Statement No. 121, auditors should obtain an understanding of the 
policies and procedures used by management to determine whether all 
impaired assets have been properly identified. Management's esti­
mates of future cash flows from asset use and impairment losses 
should be evaluated pursuant to the guidelines set forth in SAS No. 57,
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Auditing Accounting Estimates (AICPA, Professional Standards, vol. 1, AU 
sec. 342).
Risks and Uncertainties
In December 1994, the AICPA's Accounting Standards Executive 
Committee issued SOP 94-6, Disclosure o f Certain Significant Risks and 
Uncertainties. SOP 94-6 requires nongovernmental entities to include in 
their financial statements disclosures about (1) the nature of their op­
erations and (2) the use of estimates in the preparation of financial 
statements. In addition, if specified criteria are met, SOP 94-6 requires 
organizations to include in their financial statements disclosures about 
(1) certain significant estimates and (2) current vulnerability due to 
certain concentrations.
Paragraph 18 of SOP 94-6 gives examples of items that may be based 
on estimates that are particularly sensitive to change in the near term. 
Examples of similar estimates that may be included in the financial 
statements of high-technology entities include, but are not limited to, 
the following:
• Capitalized computer software costs
• Inventory or specialized manufacturing equipment subject to tech­
nological obsolescence
• Price protection and cancellation options
Examples of concentrations that may meet the criteria that require 
disclosure in the financial statements of high-technology entities in ac­
cordance with paragraph 21 of the SOP include the following:
• Volume of business with a particular supplier of semiconductors
• Revenue from sales of a particular software program
• Significant volume of business with a customer such as a reseller
• Expiration of a patent on a technological device or process
The provisions of SOP 94-6 are effective for financial statements is­
sued for fiscal years ending after December 15, 1995, and for financial 
statements for interim periods in fiscal years subsequent to the year for 
which SOP 94-6 is first applied.
Auditors should be alert to the requirements of the new SOP and its 
impact on the financial statements they audit. Auditors should care­
fully consider whether all significant estimates and concentrations 
have been identified and considered for disclosure.
19
Costs of Internally Developed and Purchased Software
FASB Statement No. 86 specifies the accounting for the costs of inter­
nally developed and purchased software. It requires that the costs of 
R&D-related activities, which must be expensed in the period incurred, 
be differentiated from the costs of production activities, which are 
capitalized. The difference between these two activities is based on the 
concept of technological feasibility. To qualify for capitalization, costs 
must be incurred subsequent to establishing technological feasibility. 
Software rights purchased or leased for resale and no alternative future 
use must also meet the requirements for technological feasibility to be 
capitalized. Production costs for software that is to be used as an inte­
gral part of a product or process should not be capitalized until both (1) 
technological feasibility has been established for the software and (2) 
all R&D for the other components of the product or process has been 
completed.
Auditors should evaluate management's judgments regarding tech­
nological feasibility. To do this, product plans and software develop­
ment methodologies should be reviewed at each balance-sheet date. 
Factors to be considered, include—
• The carrying value of the capitalized software and consider 
whether revenue forecasts are reasonably constructed, adequately 
documented, and realistic in view of a company's established 
channels of distribution and financial resources.
• The reasonableness of the product's life, which typically ranges 
from three to five years. The amortization of these costs should not 
be included in R&D costs, but should be charged to costs of goods 
sold or a similar expense category.
Restructurings
The telecommunications, computer software, and electronics seg­
ments of the high-technology industry have seen an increased rate of 
mergers, acquisitions, and consolidations as well as, breakups and 
spin-offs. Entities within these industry segments are seeking access to 
new markets through acquisition or concentrating on their core busi­
ness by divesting themselves of unrelated divisions. Greater cost effi­
ciencies and economies of scale are being sought through such vertical 
and horizontal integrations. Restructuring often accompanies these ac­
tivities as redundant functions are eliminated and existing areas 
streamlined. Restructuring charges typically include employee-related 
costs, costs associated with elimination and reduction of product lines,
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and costs related to the consolidation of operations. Restructuring 
charges also include asset writedowns and losses on disposal of assets. 
When high-technology entities implement restructuring programs, 
auditors should consider the impact of reductions in personnel on op­
erations and on the entity's and internal control structure, the appro­
priateness and completeness of recorded liabilities relating to current 
restructuring plans, and the appropriate period for reporting the costs 
associated with restructurings.
In considering restructuring liabilities and costs, auditors should be 
aware of FASB Emerging Issues Task Force (EITF) Issue No. 94-3, Li­
ability Recognition for Certain Employee Termination Benefits and Other 
Costs to Exit an Activity (including Certain Costs Incurred in a Restructur­
ing), for authoritative guidance on the appropriate accounting for re­
structurings. EITF Issue No. 94-3 also provides guidance on the types 
of costs that should be accrued and the timing of recognition of restruc­
turing charges. It also prescribes disclosures that should be included in 
the financial statements.
For publicly held entities, SEC SAB No. 67 (Topic 5P), Income State­
ment Presentation o f Restructuring Charges, requires that restructuring 
charges be reported as a component of income from continuing opera­
tions.
AICPA Exposure Draft: Proposed Statement of Position on 
Environmental Remediation Liabilities
High-technology enterprises involved in manufacturing may be sub­
ject to environmental remediation costs. Toxic or hazardous materials 
used in the manufacturing process or by-products released into the 
environment may pollute or contaminate surrounding locations. In 
June 1995, the AICPA issued an exposure draft of a proposed SOP, 
Environmental Remediation Liabilities. The proposed SOP provides that:
• Environmental remediation liabilities should be accrued when the 
criteria of FASB Statement No. 5 are met, and it includes bench­
marks to aid in determining when those criteria are met.
• Accruals for environmental remediation liabilities should include 
(1) incremental direct costs of the remediation effort, as defined, 
and (2) costs of compensation and benefits for employees to the 
extent the employees are expected to devote time to the remedia­
tion effort.
• Measurement of the liabilities should include (1) the entity's spe­
cific share of the liability for a specific site, and (2) the entity's
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share of amounts related to the site that will not be paid by other 
potentially responsible parties or the government.
• Measurement of the liability should be based on enacted laws and 
existing regulations, policies and remediation technology.
• Measurement should be based on the reporting entity's estimates 
of what it will cost to perform all elements of the remediation ef­
fort when they are expected to be performed, and may be dis­
counted to reflect the time value of money if the aggregate amount 
of the obligation and the amount and timing of cash payments for 
a site are fixed or reliably determinable.
The exposure draft also includes guidance on display in the financial 
statements of environmental remediation liabilities and on disclosures 
about environmental-cost-related accounting principles, environ­
mental remediation loss contingencies, and other loss contingency dis­
closure considerations. A separate, nonauthoritative section of the 
exposure draft discusses major federal environmental pollution re­
sponsibility and clean-up laws and the need to consider various indi­
vidual state and other non-United States government requirements. 
The proposed SOP also includes guidance for auditing environmental 
remediation liabilities, that is, addressing audit planning and assessing 
audit risk, along with the appropriate application of relevant auditing 
standards.
Management's Discussion and Analysis—Public Companies
SAS No. 8, Other Information in Documents Containing Audited Finan­
cial Statements (AICPA, Professional Standards, vol. 1, AU sec. 550), re­
quires that auditors read such information and consider whether the 
information, or the manner of its presentation, is materially inconsis­
tent with that appearing in the financial statements. As auditors of 
high-technology entities that are required to file reports with the SEC 
read the Management's Discussion and Analysis of Operations sec­
tions of SEC filings that contain audited financial statements, they 
might consider whether those discussions include items such as—
• The reasonably likely effects on future operating results of known 
trends, such as further declines of sales of mature products. The 
life cycles of products of high-technology entities are frequently 
short because of the pace of technological change. •
• Discretionary operating expenses, such as those relating to R&D, 
that have materially affected the most recent period presented but 
are not expected to have short- or long-term implications, or those
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matters that have not affected the most recent period presented 
but are expected to materially affect future periods.
Information Sources
Further information on matters addressed in this risk alert is avail­
able through various publications and services listed in the table at the 
end of this document. Many non-government and some government 
publications and services involve a charge or membership require­
ment.
Fax services allow users to follow voice cues and request that se­
lected documents be sent by fax machine. Some fax services require the 
user to call from the handset of the fax machine, others allow users to 
call from any phone. Most fax services offer an index document, which 
lists titles and other information describing available documents.
Electronic bulletin board services allow users to read, copy, and ex­
change information electronically. Most are available using a modem 
and standard communications software. Some bulletin board services 
are also available using one or more Internet protocols.
Recorded announcements allow users to listen to announcements 
about a variety of recent or scheduled actions or meetings.
All phone numbers listed are voice lines, unless otherwise desig­
nated as fax (f) or data (d) lines. Required modem speeds, expressed in 
bauds per second (bps), are listed data lines.
*  *  *  *
This Audit Risk Alert supersedes High-Technology Industry Develop­
ments— 1994.
*  *  *  *
Practitioners should also be aware of the economic, industry legisla­
tive, and professional developments described in Audit Risk Alert— 
1995/96 and Compilation and Review Alert—1995/96, which may be 
obtained by calling the AICPA Order Department and asking for prod­
uct number 022180 (audit) or 060669 (compilation and review).
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